Public Audit Offices are fundamental institutions to supervise government agents. Without accurate information principals would find it hard to make adequate decisions. Since agents face strong incentives to misreport, competent audits of financial information are crucial. This paper is the first attempt to study the relationship between auditor expertise and fiscal performance. More competent auditors are more effective supervisors; they reduce the leeway of agents to misreport and improve fiscal outcomes. The empirical results support this hypothesis. I find that States requiring the auditor to hold a professional degree feature significantly higher credit ratings and lower debt and expenditures. (99 words) JEL-Code: D70, H10
Introduction
Auditors are one of the fundamental supervising institutions in the public as well as the corporate sector. They are supposed to ensure that reported information is accurate. Without accurate information principals, i.e. citizens as well as investors, would find it difficult to make adequate -electoral respectively investment -decisions. Since agents face strong incentives to misreport, independent audits seem crucial.
1 There is a large body of literature on the influence of corporate auditors, including auditor independence and tenure, and audit quality and procedures, but only very limited evidence on the impact of public auditors. The few economic studies focusing on public sector auditing find that audits per se, auditor independence, term length and term limits as well as the audit mandate have a significant influence on outcomes.
2 But what about auditor competence and expertise? Does the audit competence of the chief auditor, who is responsible for the audit policy and the management of the public audit office, matter? This paper is the first attempt to study this important question in the field of public sector auditing.
Section 2 briefly reviews the literature and available evidence and establishes the basis for formulating testable hypotheses. Section 3 presents the unique dataset at the US State level and reports and discusses the empirical results. Section 4 gives a summary and conclusion.
1 There is ample evidence for 'creative accounting' and misreporting in the public sector (e.g. Milesi-Ferretti 2004 , von Hagen and Wolff 2004 or Wallack 2007 . Evidence on earnings management in the corporate sector supports this view (recent contributions are e.g. Beatty, Ke, Petroni (2002) , Johnson, Khurana and Reynolds (2002) , Leuz, Nanda and Wysocki (2003) , Cornett, Marcus Tehranian (2007 ), Fang (2008 , Li, Pincus and Olhoft Rego (2008) . 2 See Olken (2007) and Ferraz and Finan (2008) for the influence of random audits on corruption in the public sector; Schelker (2008) and Eichenberger (2003, 2007) for the influence of auditor selection and audit mandate and Schelker (2009) for the influence of auditor term length and term limits on public sector performance. From the large body of literature on corporate sector auditing see e.g. Myers, Myers and Omer (2003) , Mayhew and Pike (2004) , Mansi, Maxwell and Miller (2004) , Gosh and Moon (2005) , Davidson III, Jiraporn and DaDalt (2006) , and Caramanis and Lennox (2008) .
Auditor Expertise
The fundamental agency problem between citizens and their agents in government positions is well established. In order to control the agent, the principal requires information.
Such information is typically revealed during some procedural mechanism by the agent himself or by some third party. In many cases the information is reviewed by an external body in order to insure the accuracy of the information provided. In the political process the quality and quantity of the available information is, to a great extent, determined by transparency and supervision requirements.
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The few economic contributions on public auditing so far emphasize the important functions of auditors in controlling the government and the bureaucracy by providing information to policymakers and citizens, and in exposing waste and corruption (e.g. Frey 1994 , Olken 2007 , Ferraz and Finan 2008 . The studies by Olken (2007) and Ferraz and Finan (2008) do not primarily focus on the effect of independent audits but, nevertheless, they provide interesting insights for our purposes. Olken (2007) analyzes different methods of reducing corruption using a randomized field experiment in Indonesia. He finds that an increasing audit probability significantly reduces wasteful expenditures. In a randomized field experiment in Brazil, Ferraz and Finan (2008) show that independent audits actually improve the level and quality of information available to the principal, which finally influences voting behavior. The two studies only focus on financial audits. However, some auditing institutions also conduct various performance audits. In a study analyzing US State auditors Schelker (2008) finds evidence that performance audits improve policy outcomes. According to Eichenberger (2003, 2007) and Schelker (2008) , extending the audit mandate even further to include not only standard ex post audits, but also ex ante audits of the budget draft and individual policy proposals lead to significantly lower taxes and expenditures. The study by Schelker (2008) Hence, the available evidence suggests that auditor characteristics have a substantial influence on public sector performance. In the corporate auditing literature one of the main drivers is audit quality, which depends heavily on auditor expertise. 4 Competent auditors are more likely to find data manipulation and earnings management and make it easier for owners and investors to control the management and to receive a reliable assessment of a firm's financial situation respectively. However, so far there is no evidence how auditor expertise in the public sector affects political and economic results.
From the literature on public sector auditing published so far it can be inferred that auditor characteristics and incentives matter. Since decision makers face incentives to misreport due to electoral pressure or career concerns, the question arises if auditor expertise is a restricting factor.
Similar to the arguments for private sector audits, audit expertise is likely to influence the incentives of agents to misreport in the public sector. If a more competent auditor detects inaccurate reporting with a higher probability, the informational content of fiscal data improves.
Seen from this perspective, it seems reasonable to assume that more competent auditors reduce the incentives of decision makers to misreport. This is important for both citizens and financial market participants investing in public debt. Electoral decisions by voters and reactions by investors in financial markets require credible information on the state of public finance. More stringent audits by competent auditors enable principals to better control government agents or make more appropriate investment decisions, because they can observe a more reliable signal about the state of public finances.
The public auditing institution is typically a large bureaucracy and it would be very difficult to assess the expertise within such a complex structure. This study focuses on the influence of the expertise and competence of the chief auditor. Public auditing institutions are headed by the chief auditor, which is responsible for the overall activity and performance of the agency. Several departments with specialized auditing and administration staff conduct the various audits. The chief auditor could be compared to the lead partner of a big auditing firm, who is responsible for the audit mandate and audit policy, but is not necessarily directly a part of the actual auditing process. He defines the auditing policy and auditing strategy and he typically enjoys a high degree of autonomy within the legal and regulatory framework. He can usually influence the focus of the conducted audits, its timing, priorities and the thoroughness of it, which is essential for the understanding of his role as supervisor of bureaucratic agencies in a principalagent framework. The auditing staff conducts the audits according to the auditing policy and a well defined regulatory framework. They have to follow a clear auditing mission that is tightly regulated by standardized procedures. In contrast, the chief auditor enjoys important degrees of freedom in determining timing and thoroughness of audits, which are crucial factors in the auditing process.
Hence, I test the following theoretical hypothesis:
More competent auditors improve the quality and reliance of reported information, which results in improved government performance.
In the empirical section I estimate the following basic equation:
where y is the dependent variable, AUDITOR EXPERTISE is the variable accounting for auditor competence and expertise. ζ and λ are parameter vectors, A is a matrix capturing additional features of the various auditing offices, X is a matrix including additional cross-section characteristics, and ε is, of course, the error term.
Empirical Evidence from US State Auditing Institutions

US State auditors and Data
In order to analyze the influence of auditor expertise I take advantage of the decentralized US federal structure. The US States enjoy a high degree of autonomy and every State has its own constitution and legal framework that define the primary governance structures and processes. A brief discussion of the choice of the dependent variable in the context of transparency and the role of auditors is important, since the standard fiscal variables are likely to be biased and hence, not valid for statistical inference. Officially reported fiscal information is likely to be unreliable, because the quality of fiscal information itself depends on audit quality and transparency (see Schelker 2008) . In other words, data quality is might be endogenous to auditor characteristics, which would produce biased estimates and thus, undermine statistical inference.
There could be differences with respect to the severity of this problem depending on the type of fiscal information. Furthermore, I cannot explain this selection with any auditor or institutional variables in a multivariate regression framework either. Hence, it seems that selection bias is not a major concern the study has to account for.
As a robustness check I also present the estimates exploiting standard fiscal measures such as public debt and expenditures. A further, though minor, adjustment is the exclusion of Alaska and Hawaii from the analysis, which is the general practice for studies analyzing fiscal 
The Empirical Strategy
The empirical analysis starts with a series of regressions analyzing the influence of auditor expertise on State credit ratings. It then proceeds to estimate the same regressions using real per capita debt accumulation and expenditure levels. A simple OLS model assumes that the variance of the cross-section specific effects (a i ) is zero (var(a i )=0). In the present setting such an assumption is likely to be violated. In order to relax this assumption I estimate random effects models that assume that the a i 's result from a random draw and follow a normal distribution. I conduct Lagrange multiplier tests (Breusch/Pagan) which indicate that var(a i )≠0 and, hence, the random effects estimates allowing for individual heterogeneity, are the preferred specification and will be presented in the following tables. In order to further relax the assumption on the cross-section specific effects a i , I estimate fixed effects models. The reported fixed effects models allow for arbitrary correlation between a i and the explanatory variables and control for unobserved time-invariant heterogeneity, e.g. State-specific effects. However, due to the high time persistence of institutional variables I prefer the random effect estimates that reflect a longterm perspective of the effects.
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Since the audit offices differ in various respects, I control for consequences stemming from the different auditor selection and removal mechanisms and for differences in the audit mandate. 7 Furthermore, all regressions include a range of standard covariates controlling for State-specific heterogeneity. This is important in order to take structural differences between the States into account. Note that all regressions on State credit ratings also include State real per capita debt in order to control for data quality and fiscal level effects. I always start by presenting a basic regression model only including the most standard control variables (real per capita income, population size, unemployment rate, fraction of young and aged population, and a dummy for southern States), and then present further specifications controlling for time effects and additional institutional covariates that have proven to be influential in previous research at the US State level (strict balanced budget rule, existence of voter initiatives). When estimating 6 I also conducted Hausman tests. However, the overall picture is not conclusive since the null hypothesis cannot be rejected in all specifications. 7 Not all states require the auditor to conduct exactly the same types of audit. In addition to standard financial audits several state auditors also conduct performance audits. Financial audits follow standard accounting rules and are comparable across states. The differences in the extent to which performance audits are conducted are controlled for in the empirical model.
the fixed effects models some variables drop out since they do not vary at all over time (auditor selection, auditor removal, voter initiatives, strict balanced budget law). Since the additional (time persistent) institutional variables drop out when including State fixed effects, only the basic specification and the one including year fixed effects are reported in the fixed effects framework.
Note that the empirical results do not allow a causal interpretation of the influence of auditor expertise on credit ratings and fiscal variables. Unfortunately, I could not find valid instruments allowing to establish causal relationships. In order to reduce potential bias I introduce a whole battery of control variables and estimate fixed effects models to control for timeinvariant unobserved heterogeneity. Table 1 presents the estimation results of all control variables. It can be seen that the estimation results are in line with previous research using the same or similar covariates. For this reason and for the sake of legibility and clarity the estimation results of control variables will be omitted in the subsequent robustness test in Table 2 . [ Table 1 about here]
Empirical Results
Since the quality of fiscal data itself could depend on audit quality, estimates relying on fiscal information are almost certainly biased. Therefore, I conduct regressions relying on State obligation bond ratings instead of fiscal data. In this setting I control for potential bias stemming from biased fiscal information by including fiscal data (real per capita State debt) as a control variable, as has been discussed above. Columns 1 to 3 of Table 1 present random effects estimates of auditor expertise -parameterized by a minimum education requirement for the auditor to hold at least a CPA -on State credit ratings. The results show that States demanding the State auditor to hold at least a CPA have significantly higher credit ratings. On average these
States feature approximately a one point higher credit rating than States without such a requirement. Including year fixed effects and further fiscal controls (columns 2 and 3) do not challenge the results. The coefficients estimated within a fixed effects framework in columns 4
and 5 are somewhat higher than the random effects estimates, thought the negative and significant effect remains.
[ Table 2 about here]
As a robustness test Table 2 presents the estimates using fiscal information as the dependent variable. The random effects estimates in columns 1 to 3 of Panel A and B in Table 2 present the results of auditor expertise on the fiscal variables real per capita State debt and expenditure. All random effects estimates in columns 1 to 3 of both Panels indicate a negative and in most cases a statistically significant effect of auditor expertise on government debt and The overall picture of the empirical analyses shows that auditor expertise is essentially correlated with government performance. The interpretation according to the theoretical considerations above is that more competent auditing are associated with more reliable fiscal information, which reduces the control problems in the principal agent relationship between citizens as well as investors and government agents.
Conclusion
The theoretical discussion has established a relationship between auditor expertise and performance of audited organizations. More competent auditors are more effective supervisors, which reduces the leeway of agents to misreport. Since citizens and investors depend on fiscal information to make decisions, the quality of reported information is crucial. If competent auditors improve the quality of fiscal information, they can observe a more reliable signal about the state of public finances, which enables them to make more appropriate decisions. The empirical results support this hypothesis. I find that minimum professional education requirements for the State auditor are positively correlated with credit ratings and negatively with public debt and expenditures. The straightforward interpretation is that improved auditor expertise is associated with higher long term credit ratings and lower government debt and expenditures. 
